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Give your answers of ALL sections in your answer book.  ( 120 marks )

Section A  (  20 marks )  Answer ALL questions. Choose the BEST answer for each question.

1
Which of the following statements about the paradox of thrift is true ?


A
The amount of actual savings must always equal to that of actual investment.


B
Whether saving can stimulate investment or not depends on the initial employment level.


C
If the economy is at full employment, a decision to save more will tend to result in inflation.


D
If changes in income can induce changes in investment, then a tendency to save more may result 



in less savings .

2
Which of the following statements about inflation is INCORRECT ?


A
Inflation is taxation under a progressive tax system.


B
Unanticipated inflation is a tax on those net monetary creditors.


C
Inflation is not the only factor causing money illusion of workers.


D
Fully anticipated inflation will not affect the real interest rate.

3
Which of the following statements are correct ?
   Exp.

(1)
The IS curve will shift to the left.







S + T


(2)
The amount of total leakages is unchanged.


(3)
The expenditure multiplier will increase.






    I0 + G0

(4)
The amount of injections is smaller.























(

A
1, 2


B
1, 4








  I0 + G1

C
2, 3


D
2, 4










    0





    Income
4
A money market equilibrium will exist at point N if

  
r


     LM


(1)
the desire to hold cash rises at any level of income



(2)
money stock increases










(3)
the interest elasticity of money demand is smaller
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All of them
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5
Other things being equal, an open market purchase of bonds by the public from the central bank will


(1)
lead to a fall in the excess reserves of the commercial banks.


(2)
lead to a fall in the monetary base of the central bank.


(3)
eventually raise the market rate of interest.


A
1, 2


B
1, 3


C
2, 3


D
1, 2 & 3

6
The value of the tomatoes a retired postman grows for his family consumption is excluded from the


national income calculation mainly because


A
its inclusion would mean double counting in the calculation.


B
the tomatoes are not transacted in the market of vegetables.


C
the activities of a retired postman are not included in the calculation.



D
it is difficult to determine whether the tomatoes grown are final goods or not.

7
Refer to the diagram between consumption


expenditure and disposable income.


   C




 


Which of the following is correct ?








    C


A
The average propensity to consume decreases




L



from J to K and becomes a constant beyond K.

K


B
The amount of tax is zero at L.


C
Consumption increases as disposable income



increases.


D
The marginal propensity to consume
    
    J



decreases as disposable income increases.
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8
If the demand for money increases and the monetary authority wants to keep the interest rate unchanged,


which of the following policy should be used ?


A
raising the best lending rate

B
raising the minimum required reserve ratio


C
buying bonds in the open market

D
all of the above

9
Given  :

C  =  30  +  0.8 Yd


I  =  50

G  =  20



If the government collects a limp-sum tax of 15 and gives an unemployment benefit of 10, the 


equilibrium level of income will be ________.


A
480

B
460

C
440

D
400

10
Suppose Mr. Li deposits $7200 cash in Bank A. Later on the same day Bank A grants a loan of $3600 to


Mr. Lee. Its immediate effect is to ____________ the money supply by _________.


A
increase ; $3600      B     decrease ; $3600
  C     increase ; $7200        D     decrease ; $7200

Section B
( 52 marks )
Answer ALL questions.

1
Inflation rate affects not only the nominal interest rate but also the real interest rate. Why ? 
(8)

2
An inflationary gap may not exist if the actual income is at the full-employment level of income.


Do you agree ? Explain.
(6)

3
The level of employment will affect the prediction of the quantity theory of money. Why ?
(6)

4
A popular use of credit cards will lead the money demand curve to shift rather than to move along the 



( money demand ) curve. Do you agree ? Explain.
(6)

5
The existence of cash leakage will limit the power of credit creation by commercial banks. So, commercial banks will not encourage the use of cash by the public in the economy. 

 
Do you agree ? Explain.
(6)

6
The expenditure approach in the calculation of national income sums up the components : C, I, G & X 
except M which has to be deducted instead. Why ?
(8)

7
What is the argument for a vertical Phillips curve in the long run ?
(6)

8
An increase in government expenditure is expansionary in a simple Keynesian model but not necessarily 


so in the case of the IS-LM model. Explain.
(6)

Section C
( 48 marks )
Answer ALL questions.  

1
(a)
Explain, in diagrams, the effect of a surplus budget on income based on the IS-LM model.
(8)


(b)
If the LM curve is not vertical, what is the effect of a surplus budget on the money market ?(6)


(c)
Would there be any adverse effect on (a) if the surplus amount is used to redeem the same amount 

of government bonds from the public ?
(6)

2
Given the following equations of an economy :





C  =  150  +  0.8 Yd



Money supply  =  870



I   =  120  - 350 r




Asset demand for money  =  180 - 250 r



G  =  84

T  =  90


Transaction demand for money  =  0.6 Y


(a)
Find the equations of the IS & LM curves ; and hence the equilibrium income and interest rate.(6)


(b)
If there exists a liquidity trap at r = 2.4 %, what is the highest value of income associated with this



interest rate for the LM curve ?  (4)


(c)
Based on part (b), explain what a liquidity trap is, with the aid of a sketch diagram.  (4)


(d)
Given the full-employment income is 1300 and the market interest rate is 12 %, what will the 


deflationary gap be ?
(4)

3
The following table shows the balance sheet of a commercial bank : 

ASSETS
LIABILITIES



Cash




  4 800

Reserves in the central bank
  3 200

Loans


        

25 000
Demand Deposits

22 000

Time deposits

11 000


Given : 
Required reserve ratio of demand deposits = 20 %. 

Required reserve ratio of time deposits = 10%.


(a)
What is the amount of required reserves and excess reserves of the bank ?   (4)


(b)
Suppose a customer withdraws $2 000 cash from his current account with the bank.



(i)
How will its balance sheet appear immediately after this withdrawal ?  
(2)



(ii)
What will be the maximum amount of loans the bank can make as a result ?  (4)
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Section B  ( 52 marks )

1
Yes. Nominal interest rate  =  Real interest rate  +  Inflation ; based on anticipation. So the anticipated 


inflation rate would affect the nominal interest rate.


If nominal interest rate is fixed for some loans, inflation would lower the real interest rate as a result; 


no matter people have anticipated inflation or not.

2
Yes. Eventhough the actual income is at the full-employment level, the existence of an inflationary 
depends on the level or amount of aggregate expenditure/demand generated at that level of income. 


There may even be a deflationary gap instead.

3
The level of employment affects the level of real income. According to the quantity theory of money, 


the rate of change of money supply is equal to the sum of the rates of change of the price level and 


income. If the level of real income is not at the full-employment level, the rate of change of money 


supply may lead to 
a rate 
of change in price level as well as a rate of change in income also.

4
A popular use of credit cards would lead to a lower level/quantity of money demand at all levels of 


interest rate causing a shift of the money demand curve to the left. 


As it is not caused by any change in interest rate, there is no movement of any kind along the curve.

5
The fist sentence is correct because cash leakage would lower the amount of deposits obtained by the 
commercial banks as a result of the process of credit creation. However, commercial banks may not 
encourage the public to increase their deposits into the banks but rather encourage the public to borrow from the banks instead if they have too many excess reserves.


It all depends on the situation of the banking sector and the economic situation.

6
The components - C, I, G & X - all constitute the expenditures in an economy. In theory, if all income 
is uesd on the purchase of final goods and services. The amount of expenditure as a whole would be 

equal to the amount of income, i.e. the sum of the aggregate expenditures could be used to calculate the amount of national income.


But the aggregate consumtpion expenditures also include the purchases of imports which do not 


represent the production and income of a nation. Therefore, it had to be deducted to avoid over-


estimation of the national income of that nation. 

7
The argument lies mainly on the concept of inflationary expectation on the part of the labour. With 
sufficient time, i.e. in the long run, workers could discover the level of inflation and thus real wage 


rate so that some of them would remain to be voluntarily unemployed. The economy will stay at the 


natural rate of unemployment so that the Phillips curve is vertical at the natural rate in the long run.

8
The multiplier effect of G on income will lead to an expansionary effect on the economy in a simple 
Keynesian model. 


In the case of the IS-LM model, the net effect depends also on the condition of the money market, i.e. 


the slope of the LM curve. In the extreme case of a vertical LM curve, the effect of G on income is 


totally crowded out by the corresponding change in interest rate which affects I and imposes an 


opposite and offsetting effect on income.

Section C
( 48 marks )

1
(a)
Explanation of the operation of a surplus budget as well as the multiplier effect.



A well-labelled diagram is essential.








   
 r

  
* Initially at r0 & y0.


         




* With a surplus budget, the IS curve 

IS2
             IS0
     IS1
   
LM0

   
   will shift according :


   
- firstly, a change in G will lead to a


     
  shift of the IS curve to the right from







     
  IS0 to IS1 with a rise in income ;             r0




 


   
- secondly, a change in tax will lead to 



         

     E0

     
  a leftward shift of the IS curve from 


     
  IS1 to IS2 with a fall in income.




  E2


* The final or overall equilibrium 



   depends also on the position of 



   the LM curve, say LM0 as shown 



   in the diagram.

      

    O


      y2

y0   

            y


* The final state of equilibrium is at point E2  with income at y2 .


(b)
From E0  to E2  as shown above, there is a movement along the LM curve. The lowered interest 

rate and income will lead to a larger amount of asset demand for money but a smaller amount 



of transactionary demand for money with the resulting level of money demand unchanged.


(c)
It would likely lead to a favourable effect on income. 



The public have received the amount of money with interest. If the public increases the level of 

consumption expenditure as well as the deposits in the banking sector by the amount received 

from the government, it would cause an expansionary effect on the economy instead.


2
(a)
IS Curve :    0.2 y  =  282 - 350 r 


y*  =  1200  ;



LM Curve :  0.6 y  =  690 + 250 r        


r*  =  0.12 or 12 %.













(b)
LM Curve  :  0.6 y  =  690 + 250 ( 0.024 ) 

New   y  =  1160










(c)
Sketch diagram  +  Explanation of a liquidity trap.


(d)
AE = 150 + 0.8 ( 1300 - 90 ) + 120 - 350 r + 84 = 1280 #



Deflationary Gap = 1300 - 1280 = 20 #

3
(a)
Required Reserves  =  22 000  X  20 %  +  11 000  X  10 %  =  4 400  +  1 100  =  5 500 #


Excess Reserves     =   ( 4 800 + 3 200 ) - 5 500  =  1 500 # 


(b)
(i)
Cash in bank  =  4 800 - 2 000  =  2 800 #



Demand Deposits  =  22 000 - 2 000  =  20 000 #



(ii)
Required Reserves  =  20 000  X  20 %  +  11 000  X  10 %  =  4 000  + 1100  =  5 100 #




Actual Reserves  =  2 800  + 3 200  =  6 000 #

( Excess Reserves  =  900 )




Maximum loans created
  =  900 /  10%  =  9 000 #
*
*
*
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